The economy appears to be at or near the bottom- 
ing-out phase of the current business cycle. While 
much of the business news continues to be disappointing, 
as is typical at this stage of the cycle, there are a number 
of underlying developments that could produce an up- 
turn in general business activity by mid-year. 


q Retail sales picked up in February, following a 
disappointing January showing which was partly due 
to bad weather over much of the East. 


@ Business investment in new plant and equipment 
is down only 5% from its peak, a much smaller drop 
than in earlier recessions. The recent SEC-Commerce 
Survey shows that current plans for such investment 
this year call for a 3% reduction from the 1960 total. 
This could imply a pick-up in investment later in the 
year. 


@ Government expenditures for goods and services 
have increased almost 7% or $6.5 billion at annual rates 
in the past year. Defense orders are up sharply. 


@ Export markets have remained generally strong 
~the January figure rose 2% over December on a 
seasonally adjusted basis. 


@ Farm income has improved steadily in the past 
year. The Department of Agriculture now looks for a 
further rise for 1961 as a whole. 


Thus, the economy is displaying impressive under- 
lying resiliency. Total expenditures for consumer goods 
and services, business capital goods, and government 
goods and services are almost 3% above a year ago. Yet 
industrial production is down 8%. 

The reason, of course, is that inventories are being 
reduced. Goods are being used up at a more rapid rate 
than they are being produced. The annual rate of in- 
ventory run-off was estimated at $3% billion in the fourth 
quarter and $4 billion in the first quarter. Thus, the 
shift from adding to inventories a year ago at an $11 
billion rate to cutting them now explains the major part 
of the reduction in industrial production. 

How is the inventory adjustment proceeding? The 
actual reduction in total inventories adds up to about $2 
billion, almost as much in dollars as in the declining 
phase of the 1957-58 recession. Inventories were lower 
relative to sales when the current adjustment began than 
was the case in late 1957. And the inventory-sales ratio is 
now some 10% below its level in early 1958. 


In relative terms, therefore, the adjustment to date 
compares favorably with that accomplished when busi- 
ness activity turned up in April 1958. This does not 
mean the current liquidation is over —it usually con- 
tinues after the business curve turns up. But the rate of 
inventory run-off could decline in the months ahead. And 
that could bring an about-turn in new orders and indus- 
trial production. 

The situation differs among various lines. Steel inven- 
tories have been worked down to very low levels, and 
production has begun to move up. Auto stocks appear 
high, and production has been cut back. The inventory 
adjustment to date appears generally comparable with 
that in the previous recession in such industries as: non- 
electrical machinery, paper, rubber and furniture. It has 
been noticeably smaller in such lines as: electrical ma- 
chinery, transportation equipment, food, tobacco and 
department stores. 


If, then, the inventory adjustment is working itself 
out, what are the prospects for an upturn in general 
business activity? Most analysts look for an upturn by 
mid-year at the latest. Some believe it may now be in 
the making. 

However, there are at present few indications that 
point to the sort of sharp recovery that took place in 
1958. Because the inventory adjustment is milder this 
time, the rise in orders and production following the 
turn-about in inventory-buying policies could be more 
moderate. 

Nonetheless, the prospect that the recession could 
bottom out in the period ahead and that a renewed ad- 
vance could take place in the second half of the year is 
significant. The focus would then shift from coping with 
recession to promoting economic advance. 


Herein lie great opportunities. Our economy has 
been operating well below its full capabilities — some 
estimates show that a reasonably high level of produc- 
tion and employment for 1962 would yield a gross na- 
tional product in today’s prices of $550 billion, 10% above 
the current level. To achieve such a level of prosperity, 
positive efforts to spur investment and increase the na- 
tion’s technical efficiency will be required. 
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During recent months — more so than for many years — 
the international position of the dollar has circumscribed 
the ability of the monetary authorities to pursue domestic 
objectives. Sluggish business at home has pointed toward 
the desirability of easier credit and lower interest rates. 
But these same easier money policies may (and in 1960 
did) induce an outflow of short-term capital to higher 
rate markets abroad, seriously aggravating the American 
balance of payments problem. 

In an effort to resolve this dilemma, the Administration 
and the Federal Reserve are experimenting with tech- 
niques designed to nudge long-term rates lower, while, at 
the same time, sustaining the level of short-term rates. 
Their basic purpose is clear. Lower long-term bond and 
mortgage rates are considered more effective in stimu- 
lating business activity at home, particularly home build- 
ing and capital spending. Short-term money market 
rates, on the other hand, are the more important de- 
terminant of international capital flows. What is less 
clear is the ability of the authorities, operating within 
the context of a free market mechanism, to influence the 
rate structure in the desired manner. 
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GUIDING THE RATE STRUCTURE 


Recent Actions 


A number of devices have been used over the past tw 
months to encourage a decline in key long-term rates, 


e The nominal rate for FHA-insured mortgages was 
shaved from 5%% to 52%. 


e The Federal National Mortgage Association has 
raised the scale of prices at which it is prepared to 
buy or sell in the secondary market. 


e The Federal Home Loan Banks have increased the 
credit lines extended member savings and loan associa- 
tions, the principal buyers of conventional mortgages. 


e Potentially most important, the Federal Reserve has 
directly intervened in the bond market. This has meant 
abandoning its long-standing policy of confining open 
market operations to short-term securities, except 
under very unusual market circumstances. 


Meanwhile, the Treasury has also limited its ne® 
security offerings to short-term issues, helping to sustain 
rates in that area and avoiding any interference with 
other forces working toward lower long-term rates. The 
Federal Reserve itself, while operating within the frame- 
work of a generally easy money policy, has kept a some- 
what firmer rein on the money market during recent 
months, particularly at times when the Treasury bill rate 
has dropped toward the 2% level. And, the Federal 
Reserve discount rate has been maintained at 3% since 
last summer —a significantly higher level than during 
earlier periods of recession since World War II. 


Market Trends 


The actions taken thus far have not been of the sort 
to exert, in and of themselves, a really decisive influence 
toward lower long-term rates. Thus, a reduction in th 
FHA mortgage rate is more a symbol of intent an 
desire than an effective market force, since the cost of 
home financing is determined by the price at which 
lenders are willing to acquire the mortgages. That price 
is set in the free market. 

FNMA operations have a more direct effect on the 
cost and availability of mortgage credit, but their pur- 
chases and sales account for only a small proportion of 
flows through the capital market. Some time must pass 
before the more liberal lending terms of the Home Loan 
Banks can be reflected in greater extensions of mortgage 
credit. And, so far at least, the Federal Reserve pur- 
chases beyond the short-term area, while fairly sizable, 
have been concentrated largely in intermediate-term 
Governments rather than in the long-term market. 

Potentially, however, actions of this sort can be power- 
fully reinforced by their impact on market psychology. 
Investors may step up their own purchases in anticipa- 
tion of a declining rate trend, sales may be deferred, and 
more speculative buyers may be drawn into the market. 

This may be particularly true when other market 
forces seem to be encouraging a decline in yields, as is 
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usually the case during periods of sluggish business 
activity. Thus, the volume of new mortgages reaching 
the market has been reduced as a result of the decline 
in home building. The current volume of corpcrate bond 
offerings is light. And inflows of funds to savings insti- 
tutions — the principal buyers of mortgages and bonds — 
have been running at high levels for some months. 

This combination of circumstances has helped to move 
long-term rates in the desired direction since late January. 
Perhaps most significant, the gradual decline in mortgage 
rates that set in last summer has accelerated. New cor- 
porate bonds can be sold 4% to 4% below levels prevailing 
at the turn of the year. And, at the same time short-term 
money market rates have risen a bit. 

However, it is too early to conclude, on the basis of 
evidence now at hand, that the recent actions have had 
a really significant effect in terms of narrowing the gap 
between short- and long-term rates. 


e Bond yields at mid-March were little different from 
levels reached as long ago as last August, long before 
any official “nudging” operations were undertaken. 


e Rates for three-month Treasury bills, the bell- 
wether of the money market, have remained within 
the broad range of 2%% to 2%% that has prevailed for 
nearly eight months. 


Clearly, short-term rates have successfully been main- 
tained at higher levels than during earlier recessions. But 
that success has exacted a cost in terms of higher long- 
term rates as well, and it has limited the ability of the 
authorities to promote vigorous monetary expansion. 


The Rate Pattern and Market Expectations 


Part of the explanation for the failure of long-term 
ratés to decline further over recent months seems to lie 
in the area of market expectations. With current opinion 
leaning toward the view that business recovery may not 
be long delayed, the possibility that credit demands — 
and interest rates — may soon be rising must be carefully 
weighed by borrowers and investors — and by potential 
speculators as well. 

Even a partial return toward the level of rates reached 
during recent years of high level activity could mean a 
substantial change in bond prices. A rise from 3%% to 4% 
in the yield of a 4% 30-year bond, for instance, means a 
drop in price of 4% points. 

Faced with this risk, some potential longer-term in- 
vestors may, during periods of generally easy money, 
sacrifice current return for liquidity—and the higher 
the return on money market instruments, the less is the 
sacrifice. Thus, the fact that bill rates have remained 
above 2% has encouraged commercial banks, with their 
deposits rising, to channel the new funds very largely 
into short-term governments. They have, moreover, 
somewhat lightened their portfolios of longer issues as 
long-term rates moved lower. In earlier postwar reces- 
sions, when bill rates dropped below 1 per cent, banks 
were more active in acquiring intermediate-term issues. 

It is this ability of many market participants to divert 
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their funds (or their borrowings) from one sector of the 
market to another, depending on their own judgments as 
to what might happen in the future, that may limit the 
ability of the authorities to achieve a pronounced change 
in the pattern of rates. That may be particularly true 
in the later stages of a business downturn, when rates 
have already dropped well below previous peaks. 

Of course, by engaging in operations on a much more 
massive scale, the Federal Reserve could, within very 
broad limits, impose its will at least temporarily on the 
market. But operations of that sort would risk under- 
mining the free market mechanism, and could in time 
degenerate into official price fixing. The Federal Reserve 
authorities have stated clearly that such action is con- 
trary to their basic objectives. 

What this suggests is not that operations of the sort 
recently undertaken can never be a useful adjunct to 
the other tools of monetary policy — although there has 
been a lively controversy both within and without the 
Federal Reserve as to whether the possible benefits are 
worth the risks involved. It does suggest, however, that 
the influence exerted by the Federal Reserve is often 
likely to be of limited character, and depends heavily 
on particular market circumstances. Certainly, such oper- 
ations are not a final answer to the basic dilemma of 
monetary policy today. 
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AUTOMATION: PROBLEM OR PANACEA? 


When the first wheel was crudely fashioned, someone 
probably thought he had lost a job; after the wheel was 
attached to a cart and an ox used to pull it, someone else 
probably felt he would be unemployed. And so it has 
been —up the centuries through the industrial revolu- 
tion, people have worried about the effects of new 
methods of production on their jobs. 

Now, the relationship between technological change 
and unemployment is once again a center of contro- 
versy. Automation, a new and more rapid form of 
technical advance, has passed from the stage of experi- 
mentation to widespread application. Entering on a 
large scale when the U. S. economy has been operating 
at less than capacity, it has been greeted with mixed 
feelings. Does it present major problems of unemploy- 
ment or will it open new opportunities for well-being? 

History shows that productivity is the key to rising 
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living standards, and that technological change is a 
primary factor in increasing productivity. Output per 
manhour in the private economy rose 46% between 1947 
and 1959. This means that 1947’s output could have been 
produced in 1959 with almost one-third or 17.5 million 
fewer workers. But instead of destroying jobs, the gain 
in productivity paralleled a 10% increase in employment, 
a 5% drop in working hours and a 53% increase in private 
output. Thus, there is nothing new about the impact of 
technological progress on production and employment. 
Why, then, the concern about automation? 


Automation — A Break with the Past 

Automation is more than a refinement in mechani- 
zation. In several respects it represents a break with 
the past. First, potential uses cover a broad spectrum. 
Applications stretch across industrial lines — from medi- 
cal diagnoses to book translations, from payrolls to long- 
range business forecasts, from production “simulation” 
to actual plant control. 


Then, automation is being introduced at a faster pace 
than the technological changes of earlier days. This 
implies the need to absorb rapidly workers displaced by 
automation at the same time that there are strains on the 
labor force to provide workers who have training for the 
new technology. Finally, automation is occurring in an 
advanced, high consumption economy. As labor is re- 
leased by automation, it can find other employment only 
if over-all demand for goods and services expands. 


The Automation Market 


Automation involves two elements which differentiate 
it from conventional production processes: 


e First, production of a physical object or information 
is organized into a continuous integrated operation; 


e Second, the quantity and quality of production are 
controlled so that the system operates at maximum 
efficiency at all times. 


Until recently, automation developed along two lines. 
There was data processing equipment — the computer, 
for example — and there were automatic controls and 
instruments —such as automatic transfer devices in 
automobile factories, numerical machine tool controls 
and process controls in oil refining. Now the two fields 
are merging. Closed-loop computer control, which is 
getting its start in chemicals, petroleum refining and 
electric power, links the computer to instrument control 
and acts as supervisor of the production process. 

By 1960 annual installations of automation equipment 
were valued at more than $6 billion — up 75% in 6 years. 
However, the spread of automation, while gaining momen- 
tum, has been held in check by several forces. Automa- 
tion is costly: a large scale computer may be valued at 
more than $1 million; and time-consuming: it generally 
takes three years to plan, install and adjust a computer 
system. Further, automation did not spring forth in full 
bloom. Recent years have been in part a period of trial 
and error. Finally, full automation is a big job. It has 
been estimated that it would take $500 billion, and 55 
years at recent levels of capital replacement, to fully 
automate manufacturing at today’s level of technology. 


Automation and Unemployment 


What, then, given some idea of automation’s potentials 
and its limitations, are the effects of automation on em- 
ployment opportunities? How much has automation 
contributed to the current problem of unemployment? 

Within the company the impact may be gradual. 
Because of the time factor, employees can be trained for 
new jobs, and the hiring rate curtailed. In offices there 
is a tendency to rely on transfer and the high turnover 
rate of clerical workers to meet the problem of displace- 
ment, while in factories, more sensitive to business con- 
tractions, workers affected by automation apparently 
have been laid off in recession and then not re-hired 
when business expands again. 
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vm, Experience by industry and occupation is more 

<g Complex. It is difficult to separate the jobs lost through 
automation from those destroyed by shifts in demand 
and other factors which act on productivity. Still, several 
points stand out: 


e In some industries where output has declined, the 
drop in employment has been more than proportionate. 
Bituminous coal output in 1959 was 35% below the 
1947-49 average; employment was down more than 
60%. However, employment might have declined even 
more had not technical change helped keep the indus- 
try competitive with others offering substitutes. 


e Manufacturing output as a whole has increaséd 17% 
since 1953 but employment has dropped 5%. In some 
branches the contrast is more striking: auto output rose 
26% against a 16% drop in employment. 


3 


GO e In several sectors of manufacturing the growth in 
output has been large enough to raise demand for 
labor in spite of technological change. Employment 
in chemicals is 8% above the 1953 level, in electrical 
machinery 7%. At the same time employment in trade 


is up 11%, the service industries 20% and government 27%. 


e Finally, the occupational structure of industry has 
altered, reflecting technological change and shifts in 
final demand. In the past decade, professional and 
technical employment rose 55%. The growing volume of 
paper work stimulated a 32% increase in clerical 
workers, in spite of the inroads of automation 
in the office. In the same period “blue collar” 
employment rose only 5%. 


However, automation, strictly defined, played only a 
minor role in these employment shifts. It has been esti- 
mated that an investment of roughly $35,000 is made 

@ for each worker displaced by automation. If all replace- 
ment spending on equipment in 1960 were for automated 
facilities, about 500,000 workers could have been dis- 
placed. Actual displacement was far less — possibly in 
the neighborhood of 200,000. 


Adjustment Problems 


Two main questions emerge from this review of trends 
in employment. First, can methods be developed to 
facilitate the shift of labor to areas of expanding de- 
mand? An unemployed laborer is not helped much if 
he is told that there is a shortage of physicists. The 
problem of adequate training for the kind of jobs that 
will exist in the future is bound to intensify. Between 
1960 and 1970 young entrants into the labor force, many 
of whom are untrained, will surge—a 50% rise in the 
20-24 age group is anticipated. Meantime the more ex- 
perienced 25-44 year age group will expand only 5%. 
Then there are serious human problems in providing 
opportunities for older workers who may be displaced. 

A second question is: can areas of expanding employ- 
ment opportunities absorb both the new entrants into 
the labor market and workers displaced by technical 
advance? The answer is that an economy experiencing 
vigorous growth can provide enough job opportunities. 
The advance in productivity, which is largely a result of 
technological change, can support a more rapid rise in 
real incomes. Thus, markets can expand, not only for 
existing products but also for new goods and services. 

There is, to be sure, nothing automatic about the 
process of vigorous growth. It requires policies to en- 
courage saving and investment so that new methods and 
devices can be developed and put to use. It calls for 
steady improvement in the quantity and quality of our 
educational system to provide the talents needed in a 
dynamic economy. In addition, national economic poli- 
cies must be directed at providing enough demand in the 
aggregate to support a high and growing level of pro- 
duction and employment, while avoiding inflation. 

Our nation needs more automation and more techno- 
logical changes of all sorts. At the same time, we need 
to create a climate in which economic growth can 
flourish. Only in that way can we provide jobs for the 
50% increase in those seeking work in the decade ahead 
and raise the level of living of our people. In the process 
it is important that public and private policies be sensi- 
tive to the human problems of individuals directly af- 
fected by the rapid changes that are inevitably involved 
in automation. 
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The past three years have been characterized by gen- 
eral price stability. This does not mean that inflation 
has been conquered — it remains as one of the nation’s 
major economic problems. Yet reasonable price stability 
throughout the course of a complete business cycle is 


significant. 


Measurement Problems 


To be sure, some price indexes have risen moderately 
in the past three years. But measuring actual prices 
poses extremely difficult technical problems. To mention 
only two such problems, existing price indexes do not 
take account of quality improvements, nor can they 
adequately measure discounts from list prices. Thus, 
most technicians believe that there may be an upward 
bias of 1 to 14% per annum in our broad price indexes. 

Government statisticians are seeking ways to improve 
price measurements. In the interim, however, it is im- 
portant to understand that annual increases of 1% or so 
in such series as the consumer price index may actually 
mean price stability. Moreover, stability of price indexes 
in a period of recession may conceal significant price 
declines. 


Price Trends 


A review of recent price trends shows that increases 
in most broad price indexes have been somewhat greater 
than this margin of tolerance. Yet the rise has been only 
about half that in the two years before January 1958. 

A number of interesting trends stand out. One is the 
persistent increase in the price index for consumer serv- 
ices. Not all service prices have risen — electricity and 
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telephone rates have resisted the upward trend. But rent 
and medical care have become steadily more costly. 
Again, there are measurement problems. Nevertheless, it 
is clear that the strong tendency of many service prices 
to rise is one of the major problems in checking inflation. 


Goods Prices Stable 


A second point is that price indexes for goods have 
been essentially stable. This has posed difficult problems 
of adjustment for producers. In the earlier postwar 
period cost increases (of which labor costs bulked 
largest) could be accommodated through higher prices. 
In the past three years, however, rising costs and stable 
prices have placed a squeeze on profits. Last year 
straight-time hourly wages in manufacturing rose 3% 
while output per man-hour was up no more than 2%. 
Thus, unit labor costs rose 1%, and, with prices actually 
down somewhat, this reduced profit margins. 

This highlights one of the major problems of achiev- 
ing economic growth with stable prices. Costs must be 
kept in line if profit margins are to be sufficient to sup- 
port vigorous economic advance. 


Export Markets 


The stability in industrial price indexes is significant 
in terms of America’s competitive position in world mar- 
kets. International price comparisons are hazardous, but 
the indexes appear to show that our ability to compete 
has improved in the past year and a half, except in rela- 
tion to Japan. It should also be noted that the revalua- 
tion of the German Mark may raise West German export 
prices. 

In general, recent price trends show that the United 
States has made progress in coping with the problem of 
inflation. Yet they also underline the perplexities of the 
problem and the need for persistent effort to maintain 
price stability. 
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RECESSION IN PERSPECTIVE 


What evidence have we that the recent business down- 
turn may be bottoming out? What does the cyclical pat- 
tern to date suggest for the future? In seeking answers to 
these questions, the perspective of history can be helpful. 


Extent of the Expansion 


To analyze a business cycle, the National Bureau of 
Economic Research divides it into stages. The starting 
point is the recession low. The next stages encompass 
recovery and expansion which culminate in a peak in 
business activity. Then comes the decline or contraction 
which ends at the trough of another recession. 

Following this pattern, consider first the rise in eco- 
nomic activity which began in April 1958. That expan- 
sion came to an end in 1960, and the National Bureau has 
tentatively selected May of last year as the peak month. 

Thus, the upswing lasted for a total of 25 months. 
Compared with the postwar average of 40 months, that 
is short. But it’s more in line with the 30 month average 
for all cycles over the past century, and it’s equal to the 
average for the 21 expansions which were not prolonged 
directly by war. 

The past expansion was a relatively moderate one — 
ranking next to mildest among the last seven cyclical 
rises. From the trough to the peak, the increase in the 
total output of goods and services, for example, was 16% 
compared with a rise of 24% from mid-1954 to mid-1957, 
and 43% from the autumn of 1949 to mid-1953. It topped 
only the 13% gain from November 1927 to August 1929. 


The Current Contraction 


Recently, then, the economy has been in the declining 
phase of the business cycle. Following the May 1960 
peak, most aggregate measures of the economy held 
roughly level. During the autumn, declines became more 
prevalent, and then accelerated as has been usual toward 
the middle of the contraction phase. 

The slowdown in activity became widely diffused 
throughout the economy. For example, all but one of the 
25 industries included in the Federal Reserve's Index of 
Production slipped below its peak 1960 level. In general, 
the timing of the turning points in the various business 
indicators conformed to the typical cycle pattern. 

By February, the contraction had been underway for 
nine months. The gross national product was 1% below 
its second quarter 1960 peak, and industrial output had 
fallen by 8%. 

As of now, what can be said about the shape of this 
recession? 


e So far, the decline has been relatively small despite 
the diversity of activities affected. After nine months, 
the other three postwar recessions averaged a drop of 
3% in gross national product and 10% in industrial 
output. 


e Taking all indicators into account, this downturn 


seems to have been relatively moderate. As was the 
case with the preceding expansion, it has been next 
to mildest among the last seven. National Bureau 
studies show that the rank by order of severity after 
nine months of recession tends to be maintained when 
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the figures for the whole decline are in— though, of 
course, later happenings can influence the ultimate 
depth and duration. 


e This recession has already lasted as long as that in 
1957-58. It’s approaching the one-year mark around 
which the low points of most recent recessions have 
clustered. 


Prospects and Conclusions 


What is the outlook? History shows that there are two 
ways to detect a trough as it occurs. One is a narrowing 
in the scope of the contraction —the beginning of re- 
covery in the most resilient industries and activities. The 
other is a slackening rate of decline or a leveling out in 
the leading indicators such as durable goods orders, 
construction contracts and starts, the length of the work 
week, and stock prices. There are some signs that both 
these may be happening. 

Judging from past experience, the length of time the 
contraction has already lasted and the pattern of move- 
ments in the indicators both make the probability of a 
turn in the near future high. But when a revival does 
get underway, experience would suggest that it would 
take a period on the order of six months for the economy 
to regain its pre-recession level. 

If the low of the current cycle is reached this spring, 
this would imply a return to the level of the former high 
before year-end. Therefore, unemployment, which 
usually does not improve until after the turn in the gen- 
eral economy, may remain a problem for some time. 
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Open house at a New England machine tool plant—Photo by Ted Croner 


Open house for machine tools 


...and a word about the part commercial banking plays 


in one of America’s most important industries 


When the townspeople come to 
call they get a pretty good idea of 
what makes a machine tool tick 
and ultimately turn out products 
as diverse as mechanical toys and 
massive earth movers. 

But one thing visitors can’t see 
or hear where the big robots of 
industry turn and pound is the 
money that keeps them moving. 

Most often it comes from com- 
mercial banks. 

Loans from banks help provide 
manufacturers with the working 


capital necessary to design and 
build complex and costly machine 
tools. Loans frequently help pay 
for plant expansion and modern- 
ization. And bank loans supply 
much of the ready cash American 
industry requires to purchase and 
install machine tools. 

The Chase Manhattan Bank, 
first in loans to business and in- 
dustry, is proud to present this 
tribute to machine tools, a com- 
petitive industry whose products 
ultimately provide a variety of 


consumer goods which help all 
Americans exercise their basic right 
to pick and choose. 
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